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PART I. FINANCIAL INFORMATION

Item 1. Financial Statements

RSA SECURITY INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED BALANCE SHEETS
(Unaudited)

(In thousands, except share data)

March 31, December 31,
2001 2000

ASSETS

Current assets

Cash and cash equivalentsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $251,679 $301,897

Marketable securities ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 45,193 33,205

Accounts receivable (less allowance for doubtful accounts of $2,069 in 2001
and $2,006 in 2000)ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 57,437 54,979

Inventory ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 5,665 3,707

Prepaid expenses and other assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 15,704 20,389

Total current assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 375,678 414,177

Property and equipment, netÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 69,221 64,207

Other assets
InvestmentsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 74,254 87,688

Goodwill, net ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 45,486 Ì

Intangible assets, net ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 18,075 Ì

Deferred taxesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 25,979 20,723

Other ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,942 2,719

Total other assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 167,736 111,130

$612,635 $589,514

LIABILITIES AND STOCKHOLDERS' EQUITY

Current liabilities

Accounts payable ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 13,441 $ 7,663

Accrued payroll and related beneÑts ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 13,620 16,023

Accrued expenses and other liabilities ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 8,937 12,649

Income taxes payableÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 27,556 26,249

Deferred revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 29,208 25,444

Deferred taxesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 26,354 20,482

Total current liabilitiesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 119,116 108,510

Stockholders' equity

Common stock, $0.01 par value; authorized, 300,000,000 shares; issued,
62,144,158 shares; outstanding, 56,802,301 and 56,166,352 shares in 2001
and 2000, respectively ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 621 621

Additional paid-in capital ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 194,828 213,826

Retained earningsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 463,620 453,827

Treasury stock, at cost; 5,341,857 and 5,977,806 shares in 2001 and 2000,
respectively ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (197,168) (218,962)

Accumulated other comprehensive incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 31,618 31,692

Total stockholders' equity ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 493,519 481,004

$612,635 $589,514

See notes to condensed consolidated Ñnancial statements.
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RSA SECURITY INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF INCOME
(Unaudited)

(In thousands, except per share data)

Three Months Ended
March 31,

2001 2000

Revenue

Products ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $62,569 $54,929

Services ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 13,771 8,411

Total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 76,340 63,340

Cost of revenue

Products ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 13,074 8,189

Services ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 7,259 4,701

Total cost of revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 20,333 12,890

Gross margin ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 56,007 50,450

Costs and expenses

Research and development ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 13,461 10,934

Marketing and selling ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 30,715 21,989

General and administrative ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 9,799 8,036

In process research and development ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,571 Ì

Amortization of goodwill and intangibles ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,334 Ì

Total ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 57,880 40,959

Income (loss) from operationsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,873) 9,491

Interest incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 4,479 3,188

Income from investing activitiesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 13,783 27,038

Income before provision for income taxesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 16,389 39,717

Provision for income taxes ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 6,596 15,117

Net incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 9,793 $24,600

Basic earnings per share

Per share amountÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 0.11 $ 0.42

Weighted average sharesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 56,476 58,976

Diluted earnings per share

Per share amountÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 0.16 $ 0.37

Weighted average sharesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 56,476 58,976

EÅect of dilutive equity instruments ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 5,253 6,832

Adjusted weighted average shares ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 61,729 65,808

See notes to condensed consolidated Ñnancial statements.
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RSA SECURITY INC. AND SUBSIDIARIES

CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS
(Unaudited)

(In thousands)

Three Months Ended
March 31,

2001 2000

Cash Öows from operating activities
Net incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 9,793 $ 24,600
Adjustments to reconcile net income to net cash provided by operating

activities:
Depreciation ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,258 2,400
Amortization of goodwill and intangible assetsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,334 Ì
In process research and development ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,571 Ì
Non cash acceleration of stock option compensationÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 636 Ì
Deferred taxes ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 191 985
Stock compensationÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ Ì 282
Non cash interest income ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (479) Ì
Income from investing activitiesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (13,783) (27,038)
Increase (decrease) in cash from changes in:

Accounts receivable ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (2,408) (1,373)
InventoryÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,958) 536
Prepaid expenses and other assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 7,394 (3,555)
Accounts payable ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 5,200 (2,077)
Accrued payroll and related beneÑts ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (2,062) 6,987
Accrued expenses and other liabilitiesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (4,620) (1,472)
Prepaid and income taxes payable ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1,211 13,585
Deferred revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,059 487

Net cash provided by operating activities ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 9,337 14,347

Cash Öows from investing activities
Purchases of marketable securitiesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (10,006) (174,086)
Proceeds from sale and maturities of marketable securities ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 13,864 215,277
Purchases of property and equipment ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (5,034) (2,298)
Proceeds from Crosby Finance, LLC ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 17,820 Ì
InvestmentsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (5,000) (1,500)
Acquisition, net of cash acquired ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (68,755) Ì
Other ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,399) Ì

Net cash (used for) provided by investing activities ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (58,510) 37,393

Cash Öows from Ñnancing activities
Proceeds from issuance of stock under option and employee purchase plans ÏÏÏ 17,446 14,365
Purchases of Company common stock ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (20,430) (19,673)
Sale of put optionsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,038 8,950
Other ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 12 103

Net cash (used for) provided by Ñnancing activitiesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (934) 3,745
EÅects of exchange rate changes on cash and cash equivalentsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (111) 524

Net (decrease) increase in cash and cash equivalents ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (50,218) 56,009
Cash and cash equivalents, beginning of period ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 301,897 122,170

Cash and cash equivalents, end of period ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $251,679 $ 178,179

Cash payments for income taxes were $5,047 and $944 for the three months ended March 31, 2001 and 2000,
respectively.

See notes to condensed consolidated Ñnancial statements.
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RSA SECURITY INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS
(Unaudited)

(In thousands, except share and per share data)

1. Basis of Presentation

The accompanying unaudited condensed consolidated Ñnancial statements include the accounts of RSA
Security Inc. and its wholly owned subsidiaries (the ""Company'') and have been prepared pursuant to the
rules and regulations of the Securities and Exchange Commission regarding interim Ñnancial reporting.
Accordingly, they do not include all of the information and notes required by generally accepted accounting
principles for complete Ñnancial statements and should be read in conjunction with the audited consolidated
Ñnancial statements included in the Company's Annual Report on Form 10-K Ñled for the year ended
December 31, 2000.

In the opinion of management, the accompanying unaudited condensed consolidated Ñnancial statements
have been prepared on the same basis as the audited consolidated Ñnancial statements, and reÖect all
adjustments of a normal recurring nature considered necessary to present fairly results of the interim periods
presented. The operating results for the interim periods presented are not necessarily indicative of the results
expected for the full year. Certain prior period amounts have been reclassiÑed to conform to the current period
presentation.

Principles of Consolidation Ì The condensed consolidated Ñnancial statements include the accounts of
the Company and its subsidiaries. All signiÑcant intercompany accounts and transactions have been
eliminated. The condensed consolidated Ñnancial statements include the operations of Xcert International,
Inc. from February 12, 2001, the date of acquisition.

Revenue Recognition Ì Revenue is recognized when earned. The Company's revenue recognition
policies are in compliance with all applicable accounting regulations, including the American Institute of
CertiÑed Public Accountants (""AICPA'') Statement of Position (""SOP'') 97-2, ""Software Revenue
Recognition'' and SOP 98-9, ""ModiÑcation of SOP 97-2 With Respect to Certain Transactions.'' Revenue
from products is recognized when persuasive evidence of an arrangement exists, delivery has occurred, the fee
is Ñxed and determinable, and collectibility is probable. As a result of the Company's positive experience with
returns from distributors, the Company began recognizing revenue upon shipment to distributors rather than
upon sell-through, resulting in an increase in revenue of $1,735 for the three months ended March 31, 2001.
Revenue from licensing other intellectual property is recognized when evidence of an arragement exists, the
fee is Ñxed or determinable and collection is considered probable. When arrangements contain multiple
elements and vendor speciÑc objective evidence exists for all undelivered elements, the Company recognizes
revenue for the delivered elements using the residual method. For arrangements containing multiple elements
wherein vendor speciÑc objective evidence does not exist for all undelivered elements, revenue for the
delivered and undelivered elements is deferred until vendor speciÑc objective evidence exists or all elements
have been delivered. Maintenance services revenue, whether sold separately or as part of a multiple element
arrangement, is deferred and recognized ratable over the term of the maintenance contract, generally twelve
months. Professional service revenue is recognized as services are provided.

Income Taxes Ì The Company provides for income taxes for interim periods based on the estimated
eÅective tax rate for the full year. Cumulative adjustments to tax provisions are recorded in the interim period
in which a change in the estimated annual eÅective rate is determined.

Earnings Per Share Ì Basic earnings per share is computed using net income less Ñnancing costs on
forward equity contracts divided by the weighted average number of shares outstanding. Diluted earnings per
share is computed using the weighted average number of shares outstanding plus the eÅect of potential
outstanding shares, including options, warrants and forward equity contracts using the ""treasury stock''
method.
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RSA SECURITY INC. AND SUBSIDIARIES

NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS Ì (Continued)

Goodwill and Intangible Assets Ì Goodwill and other acquisition related intangible assets are stated at
cost or at fair value as of the date acquired in a business acquisition accounted for as a purchase, net of
accumulated amortization. Goodwill is amortized on a straight-line basis over seven years. Other acquired
intangibles assets are amortized on a straight-line basis over their estimated useful lives of between four and
seven years. The Company reviews the carrying value of intangibles for impairment whenever events or
circumstances indicate that the carrying amount may not be recoverable.

Derivative Financial Instruments Ì The Company uses derivative Ñnancial instruments to moderate the
Ñnancial market risks of its business operations. Derivative products, such as forward contracts, are used to
hedge the foreign currency market exposures underlying certain forecasted transactions. The Company's
accounting policies for these instruments are based on its designation of such instruments as hedging
transactions. An instrument is designated as a hedge based in part on its eÅectiveness in risk reduction and one
to one matching of derivative instruments to underlying transactions. The Company records all derivatives on
the balance sheet at fair value. The Company does not hold or transact in Ñnancial instruments for purposes
other than risk management.

For derivative instruments that are designated and qualify as a cash Öow hedge, the eÅective portion of
the gain or loss on the derivative instrument is reported as a component of other comprehensive income in
stockholders' equity and reclassiÑed into earnings in the same period during which the hedged transaction
aÅects earnings. Changes in the fair value of derivatives that do not qualify for hedge treatment, as well as the
ineÅective portion of a particular hedge, must be recognized currently in earnings.

2. Stock Split

On February 1, 2001 the Company's Board of Directors declared a three-for-two stock split, eÅected in
the form of a common stock dividend. Shares were distributed on or about March 23, 2001 to stockholders of
record on March 9, 2001. All references to common stock and per share amounts in this Form 10-Q have been
adjusted to reÖect the three-for-two common stock split on a retroactive basis.

3. Acquisition

On February 12, 2001, the Company completed its acquisition of Xcert International, Inc. (""Xcert''), a
company that develops and delivers digital certiÑcate-based products for securing e-business transactions. The
transaction was accounted for as a purchase, and accordingly, the results of operations of Xcert from the date
of acquisition are included in the Company's condensed consolidated statement of income for the three
months ended March 31, 2001. Expenses related to this acquisition for investment banking, professional fees
and other direct expenses were recorded on the date of acquisition and have been included in the allocation of
the purchase price.

The purchase price and costs of the acquisition were as follows:

Cash paid to Xcert stockholders ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $63,775

Stock options assumed ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3,095

Acquisition costs ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 5,357

Total purchase price ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $72,227

Allocation of the purchase price for this acquisition was based on an estimate of the fair value of the net
assets acquired. The estimate of fair market value of the assets acquired and liabilities assumed was based on a
preliminary independent appraisal. The allocation of the purchase price is subject to revision, which is not
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NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS Ì (Continued)

expected to be material, based on the Ñnal determination of appraised and other fair values. The purchase
price was allocated to the fair market value of assets acquired and liabilities assumed, as follows:

Estimated Life
Fair Values (in years)

Current assets and liabilities, including cash ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 4,761

Goodwill ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 46,351 7 years

Intangible assetsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 18,544 4 to 7 years

In process research and development ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 2,571

Purchase price ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 72,227

Less assumption of stock options ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (3,095)

Less cash acquiredÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (377)

Net cash paid ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $68,755

Pro forma revenue, net income and diluted earnings per share for the three months ended March 31, 2001
and year ended December 31, 2000 as if the Company and Xcert had been combined as of the beginning of
each period is presented below. The pro forma results include estimates and assumptions which the Company
believes are reasonable. However, pro forma results are not necessarily indicative of the results which would
have occurred if the business combination had been in eÅect on the dates indicated, or which may result in the
future.

Three Months
Ended Year Ended

March 31, 2001 December 31, 2000

Revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $76,652 $284,031

Net incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 5,904 $180,403

Diluted earnings per share ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 0.10 $ 2.82

Pursuant to the escrow agreement among the Company, the representative of Xcert's stockholders and
United States Trust Company, as escrow agent, entered into in connection with the acquisition, $10,500 of the
cash paid was placed in escrow, pending settlement of any claims for breaches of representations, warranties or
covenants in the merger agreement. The unclaimed balance of the escrow is scheduled to be released in
August 2002.

4. Earnings Per Share

The following table sets forth the computation of basic and diluted earnings per share for the three
months ended March 31, 2001 and 2000:

(In thousands except per share data)
Three Months Ended

March 31,

2001 2000

Numerator:

Net incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 9,793 $24,600

Financing costs on forward equity contracts (1) ÏÏÏÏÏÏÏÏÏÏÏÏÏ (3,598) Ì

Numerator for basic earnings per share:

Net income available to common stockholders ÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 6,195 $24,600
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Three Months Ended
March 31,

2001 2000

Denominator:

Denominator for basic earnings per share:

Weighted average sharesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 56,476 58,976

EÅect of options, warrants and forward equity contractsÏÏÏÏÏ 5,253 6,832

Denominator for diluted earnings per share:

Adjusted weighted average shares ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 61,729 65,808

Basic earnings per share ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 0.11 $ 0.42

Diluted earnings per share ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 0.16 $ 0.37

(1) Financing costs on forward equity contracts are excluded from the computation of diluted earnings per
share.

5. Investments and Financial Instruments

Until November 27, 2000 the Company's shares of VeriSign, Inc. (""VeriSign'') common stock were
covered by put and call options held by independent third parties, which entitled the holders to buy shares and
the Company to sell shares of VeriSign common stock on certain dates at speciÑed prices. On November 27,
2000, the Company exercised its right to terminate the put and call options on its shares of VeriSign common
stock. Also on November 27, 2000 the Company entered into three forward contracts and one variable delivery
forward contract (the ""Derivative Instruments'') with respect to the remaining shares of VeriSign common
stock. The Company then contributed the remaining shares of VeriSign common stock to Crosby Finance,
LLC (the ""LLC''), of which the Company is a 99% member. The Company, the LLC and the counterparty
to the Derivative Instruments concurrently entered into an agreement, pursuant to which all of the Company's
rights and obligations in the Derivative Instruments were assumed by the LLC. The LLC is a bankruptcy-
remote qualiÑed special purpose entity, established to securitize the VeriSign shares, and the transfer was
accounted for as a sale under Statement of Financial Accounting Standards (""SFAS'') No. 125, ""Accounting
for Transfers and Servicing of Financial Assets and Extinguishments of Liabilities.'' Accordingly, the
Company does not consolidate the LLC for accounting purposes. The Company is accounting for its interest
in the LLC in accordance with Emerging Issues Task Force (""EITF'') No. 96-12, ""Recognition of Interest
Income and Balance Sheet ClassiÑcation of Structured Notes'' and accordingly, has recognized $479 of
interest income for the three months ended March 31, 2001. The Company's 99% interest in the LLC was
$58,817 and $75,996 at March 31, 2001 and December 31, 2000, respectively, and has been recorded as a held
to maturity security and included in investments in the condensed consolidated balance sheets.

For the Ñrst quarter of 2001, income from investing activities was $13,783, which represents the gain
recognized from the settlement of one of the forward contracts held by Crosby Finance, LLC. Income from
investing activities was $27,038 for the Ñrst quarter of 2000 which arose from the sale of VeriSign common
stock under the then existing put and call program.

6. Derivative Financial Instruments

During the Ñrst quarter of 2001, the Company entered into forward foreign currency contracts in order to
hedge foreign currency market exposures associated with certain forecasted transactions. At March 31, 2001,
the Company had outstanding foreign currency forward contracts with aggregate notional amounts of
approximately $20,500 to hedge certain forecasted transactions. In connection with entering into forward
foreign currency contracts, the Company adopted SFAS No. 133, ""Accounting for Derivative Instruments and

9



RSA SECURITY INC. AND SUBSIDIARIES
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Hedging Activities'' which requires that all derivatives be recorded on the balance sheet at fair value. Changes
in the fair value of derivative that qualify for hedge treatment must be reported as a component of other
comprehensive income in stockholders' equity. Changes in the fair value of derivatives that do not qualify for
hedge treatment, as well as the ineÅective portion of a particular hedge, must be recognized currently in
earnings.

In accordance with SFAS No. 133, hedges relating to anticipated transactions are designated and
documented at the inception of the respective hedge as cash Öow hedges and evaluated for eÅectiveness
quarterly. As the terms of the forward contract and the underlying transaction are matched at inception,
forward contract eÅectiveness is calculated by comparing the fair value of the contract to the change in the
forward value of the anticipated transaction, with the eÅective portion of the gain or loss on the derivative
instrument reported as a component of other comprehensive income in stockholders' equity and reclassiÑed
into earnings in the same period during which the hedged transaction eÅects earnings.

The forward contracts are generally outstanding for one to six months and are denominated in British
pounds, Swedish krona and Australian dollars. No ineÅectiveness was recognized in the Ñrst quarter of 2001
and accordingly, the fair values of the outstanding forward foreign currency contracts were recorded as a
component of other comprehensive income in stockholders' equity. Fair value of the outstanding forward
foreign currency contracts was $(187) at March 31, 2001 and has been included in accrued expenses and
other liabilities in the condensed consolidated balance sheets.

7. Comprehensive Income

For the three months ended March 31, 2001 and 2000, comprehensive income was:

Three Months Ended
March 31,

2001 2000

Net incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $9,793 $24,600

Comprehensive income, net of tax:

Holding gains arising during period ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 8,685 15,465

Less: reclassiÑcation adjustment for gains included in net income ÏÏÏÏÏÏÏÏÏÏÏÏÏ (8,172) (16,225)

Increase (decrease) in net unrealized gains on marketable securities ÏÏÏÏÏÏÏÏÏÏÏÏÏ 513 (760)

Foreign currency translation adjustments ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (400) 436

Unrealized loss on foreign currency derivative instruments ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (187) Ì

Comprehensive income ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $9,719 $24,276

Accumulated other comprehensive income consists of the following:

Unrealized
Loss on Unrealized

Foreign Foreign Holding Accumulated
Currency Currency Gains on Other

Translation Derivative Marketable Comprehensive
Adjustments Instruments Securities Income

Balance, December 31, 2000 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(2,703) Ì $34,395 $31,692

Period change ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (400) $(187) 513 (74)

Balance, March 31, 2001 ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $(3,103) $(187) $34,908 $31,618

The tax beneÑts of unrealized holding gains and losses on marketable securities were $(342) and $506 for
the three months ended March 31, 2001 and 2000, respectively.
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8. Stockholders' Equity

Share Repurchase Program

The Company has maintained a common stock repurchase program since October 1998. Under the
current program, the Company is authorized to repurchase up to 9,750,000 shares of its common stock
through October 3, 2001. Repurchased shares are used for stock option and employee stock purchase plans,
and for general corporate purposes. Since the repurchase program was initially authorized, the Company has
repurchased 14,173,500 shares of its common stock for an aggregate amount of $352,611, or an average cost of
$24.88 per share. The Company purchased 570,000 shares of its common stock during the three months ended
March 31, 2001, for an aggregate amount of $20,430, or an average cost of $35.84 per share.

During the quarter ended March 31, 2001, the Company received $2,038 from the sale of put options on
its common stock and those proceeds were used to facilitate its share repurchase program. The proceeds were
recorded as additional paid-in capital. At March 31, 2001, the Company had outstanding put options covering
2,250,000 shares of its common stock, at strike prices ranging from $27.75 to $40.85 per share. These options
can only be exercised on certain dates, and expire through the third quarter of 2002. The Company has the
option to settle the put options in cash, net shares or through physical delivery of the Company's shares for
cash. In certain remote circumstances, such as contract default, the option agreements provide the
counterparty with the option of requiring cash settlement. The settlement of these put options will be recorded
as a component of equity. In March 2001, the Company purchased 375,000 shares of its common stock for
$13,943 in cash through the settlement of one of its put option contracts. The put options with strike prices in
excess of the average closing market value of the Company's common stock for the quarter ended March 31,
2001, of $34.30, would be considered dilutive. Accordingly, some of the put options had a dilutive eÅect on the
earnings per share calculation at March 31, 2001.

The Company has also entered into forward equity contracts for 1,500,000 shares of its common stock in
order to set purchase prices for its future repurchase of shares under its share repurchase program. The
contracts have forward purchase prices ranging from $40.05 to $47.76 and provide for quarterly resets of the
forward purchase price through the second quarter of 2001. If the reset date market price of the Company's
common stock is higher than the forward purchase price, the forward purchase price resets to the reset date
market price and the Company receives the net diÅerential. If the reset date market price of the Company's
common stock is lower than the forward purchase price, the Company is not obligated to settle the net
diÅerential and the forward purchase price does not reset. At the end of the contract if the market price of the
Company's common stock is lower than the forward purchase price, the Company is required to settle the net
diÅerential. The Company has the option to pay or receive net cash, net shares or settle with a cash payment
for the gross amount of shares. The settlement on a reset date or at the end of the contract is recorded as a
component of stockholders' equity. Financing costs on the forward equity contracts are deducted from net
income to calculate basic earnings per share and accordingly had a dilutive eÅect on basic earnings per share
at March 31, 2001. Contracts with forward purchase prices above the closing market value of the Company's
common stock at March 31, 2001 of $24.69 would be considered dilutive. Accordingly, the forward equity
contracts did have a dilutive eÅect on the diluted earnings per share calculation at March 31, 2001.

Upon maturity of the forward equity contracts in May 2001, the Company chose to settle the contracts by
repurchasing 1,500,000 shares of its common stock for $65,020.

9. Segments

The Company has two reportable segments, e-Security Solutions, and RSA Capital. The segments were
determined primarily on how management views and evaluates the business. The operations of the e-Security
Solutions segment consist of the sale of software licenses, hardware, maintenance and professional services
through two product groups, Enterprise solutions and Developer solutions. Enterprise solutions include sales of
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RSA SecurID» authenticators, RSA ACE/Server»software, RSA Keon» software, and maintenance and
professional services. Developer solutions include sales of RSA BSAFE» cryptographic software and protocol
products, RSA Keon components, and maintenance and professional services.

The RSA Capital segment includes the activities relating to the Company's existing and future
investments in e-businesses and other technology companies. The Company has committed to invest $100,000
in RSA Ventures I, a venture capital fund, and the fund may raise up to an additional $100,000 from outside
investors. Expenses incurred in connection with RSA Capital are primarily for general and administration,
management and professional fees, and are included in general and administrative expenses.

Non-core operations expense items that are not identiÑable to the Company's segments have been
included in Corporate and Other below and include items expensed in connection with the February 2001
acquisition of Xcert. These one-time, non-core operations expense items include the write oÅ of approximately
$5,221 of prepaid license fees, stock option compensation expense of $751, in process research and
development of $2,571 and amortization of goodwill and intangible assets of $1,334. The tables below present
information about the Company's reportable segments for the three months ended March 31, 2001 and 2000:

Three Months Ended March 31, 2001

e-Security RSA Corporate
Solutions Capital and Other Consolidated

RevenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 76,340 Ì Ì $ 76,340

Income (loss) from operations ÏÏÏÏÏÏÏÏÏÏ $ 9,762 $(1,758) $(9,877) $ (1,873)

Interest incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 4,000 $ 479 Ì $ 4,479

Income from investing activities ÏÏÏÏÏÏÏÏÏ Ì $13,783 Ì $ 13,783

Depreciation and amortization ÏÏÏÏÏÏÏÏÏÏ $ 3,258 Ì $ 1,334 $ 4,592

IdentiÑable assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $455,901 $93,173 $63,561 $612,635

Three Months Ended March 31, 2001

e-Security RSA Corporate
Solutions Capital and Other Consolidated

RevenueÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 63,340 Ì Ì $ 63,340

Income (loss) from operations ÏÏÏÏÏÏÏÏÏÏ $ 9,845 $ (354) Ì $ 9,491

Interest incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 3,188 Ì Ì $ 3,188

Income from investing activitiesÏÏÏÏÏÏÏÏÏ Ì $27,038 Ì $ 27,038

Depreciation and amortization ÏÏÏÏÏÏÏÏÏÏ $ 2,400 Ì Ì $ 2,400

IdentiÑable assets ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $452,146 $823,774 Ì $1,275,920

The Company's operations are conducted throughout the world. Operations in North America represent
more than 10% of revenue and income from operations. The Company's operations in other countries are
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individually insigniÑcant and have been included in ""Rest of world'' below. The following tables present
information about e-Security Solutions revenue for the three months ended March 31, 2001 and 2000:

Three Months Ended
March 31,

2001 2000

Product and service groups
Enterprise solutions ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $59,645 $47,425
Developer solutions ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 16,695 15,915

$76,340 $63,340

Three Months Ended
March 31,

2001 2000

Geographic areas
North AmericaÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $49,550 $43,491
Rest of world ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 26,790 19,849

$76,340 $63,340

10. Line of Credit

During 2000, the Company entered into a $10,000 line of credit agreement with a major Ñnancial
institution which matures on June 30, 2001, subject to annual extension provisions. This agreement was
unused at March 31, 2001. Borrowings under this agreement will bear interest, at the Company's option, at
either Ñxed or variable rates linked to either the London Interbank OÅered Rate or the Prime Rate.
Borrowings will be collateralized by cash deposits of the Company.

11. Restructuring

In 1999, the Company commenced and substantially completed consolidation of certain operations in an
attempt to achieve operational eÇciency. The Company recorded costs of $11,350, consisting primarily of
severance costs for 41 employees who were employed primarily in research and development and general and
administrative activities for the formerly separate operations of Intrusion Detection Inc., facility exit costs and
other direct costs. Facility exit costs consist primarily of estimated shortfalls of sublease rental income
compared to minimum lease payments due under a lease agreement. During the third quarter of 2000, the
Company reversed $2,079 of previously recorded restructuring costs due to revised estimates of the facility exit
costs, including associated legal costs and other direct costs. Remaining costs of approximately $347 were
accrued and unpaid at March 31, 2001 and consisted primarily of facility exit costs.

Facility Severance Other
Exit Costs Costs Direct Costs Total

Recorded restructuring costsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $2,000 $ 8,000 $1,350 $11,350

Payments ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (291) $(8,000) (633) (8,924)

Reversal of costs previously accrued ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (1,362) Ì $ (717) (2,079)

Balance at March 31, 2001ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ $ 347 Ì Ì $ 347
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Item 2. Management's Discussion and Analysis of Financial Condition and Results of Operations

Overview

This Report contains forward-looking statements within the meaning of Section 21E of the Securities
Exchange Act of 1934, as amended, and Section 27A of the Securities Act of 1933, as amended. For purposes
of these Acts, any statement that is not a statement of historical fact may be deemed a forward-looking
statement. For example, statements containing the words ""believes,'' ""anticipates,'' ""plans,'' ""expects,'' and
similar expressions may be forward-looking statements. However, caution should be taken not to place undue
reliance on any such forward-looking statements since such statements speak only as of the date when made.
There are a number of factors that could cause our actual results to diÅer materially from those indicated by
these forward-looking statements, including without limitation, the factors set forth below under the caption
""Certain Factors That May AÅect Future Results.'' This report should be read in conjunction with our Annual
Report on Form 10-K Ñled for the year ended December 31, 2000. All references to common stock and per
share amounts have been adjusted on a retroactive basis to reÖect the three-for-two common stock split,
declared in February 2001, paid in the form of a common stock dividend to stockholders of record on March 9,
2001, eÅected on or about March 23, 2001.

We sell our two-factor user authentication, encryption and public key management products and
solutions to corporate (""Enterprise'') users seeking turnkey security solutions, and to original equipment
manufacturers and developers (""Developer'') seeking software development components for embedding
security in a range of software applications or hardware devices. In addition to providing e-security solutions,
our RSA Capital segment activities relate to our existing and future investments in e-businesses and other
technology companies.

Through our e-Security Solutions segment, we derive our operating revenue primarily from two distinct
product groups: Enterprise solutions, which includes RSA SecurID» authenticators, RSA ACE/Server»
software, RSA Keon» software, and maintenance and professional services, and Developer solutions, which
includes RSA BSAFE» cryptographic software and protocol products, RSA Keon components, and mainte-
nance and professional services.

Typically, our Enterprise solutions customers complete an initial purchase of a product, then come back
to purchase additional or replacement authenticators and software as their use of the product expands to
include more users, such as their vendors, suppliers, customers and clients. At each customer's request, we
program our RSA SecurID authenticators to operate for a Ñxed period of up to four years. We typically base
our RSA ACE/Server and RSA Keon software license fees on the number of users authorized under each
customer's license.

With respect to Developer solutions, RSA BSAFE software licensing terms vary by product and
customer. Typical licensing terms may include an initial prepaid license fee and ongoing royalties paid as a
percentage of the Developer's product or service revenue, or payment of annual license fees, or a single fully
paid-up license fee. Often, our existing Developer customers go on to license new software or technology from
us or wish to increase the Ñeld of use rights for the technology they have already licensed. In such a case, we
amend our license agreement with the customer and charge additional licensing fees, thus deriving additional
revenue.

With respect to our RSA Capital segment, our investments have historically consisted of equity
instruments. RSA Capital holds investments in several public companies, which if their sale is not prohibited
by contractual or statutory restrictions, are accounted for as available for sale marketable securities. RSA
Capital also holds investments in a number of private companies and restricted investments in public
companies, which are accounted for under the cost method. RSA Capital also holds an interest in Crosby
Finance, LLC, a qualiÑed special purpose entity, which is accounted for as a held to maturity security.
Expenses incurred in connection with these investments are primarily for general and administration,
management and legal matters.

Our direct sales to our customers in countries outside of the United States are primarily denominated in
the local currency. As a result, Öuctuations in currency exchange rates could aÅect the proÑtability and cash
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Öows in U.S. dollars of our products sold in markets outside of the United States. Historically, foreign
currency exchange rate Öuctuations have had minimal impact on our proÑtability and cash Öows. Our sales
through indirect distribution channels are generally denominated in U.S. dollars, and therefore are not subject
to foreign currency Öuctuations.

We have contracted with outside manufacturing organizations to produce our RSA SecurID authentica-
tors, and some of our products contain technology that is licensed from third parties. Therefore, our cost of
revenue consists primarily of costs associated with the manufacture and delivery of RSA SecurID authentica-
tors and royalty fees that we pay for the licensed technology. Cost of revenue also includes professional service,
customer support, and production costs. Production costs include the programming labor, shipping, inspection
and quality control functions associated with the RSA SecurID authenticators.

Information on our industry segments may be found in Note 9 of the Notes to Condensed Consolidated
Financial Statements.

Results of Operations

The following table sets forth income and expense items as a percentage of total revenue for the three
months ended March 31, 2001 and 2000.

Percentage of
Total Revenue

Three Months Ended
March 31,

2001 2000

Revenue

Products ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 82.0 86.7

Services ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 18.0 13.3

Total revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 100.0% 100.0%

Cost of revenue

Products ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 17.1 13.0

Services ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 9.5 7.4

Total cost of revenue ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 26.6 20.4

Gross margin ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 73.4 79.6

Costs and expenses

Research and development ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 17.6 17.3

Marketing and selling ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 40.2 34.7

General and administrative ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 12.8 12.7

In process research and development ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 3.4 Ì

Amortization of goodwillÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 1.8 Ì

Total ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 75.8 64.7

Income (loss) from operationsÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ (2.4) 14.9

Interest incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 5.9 5.0

Income from investing activitiesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 18.0 42.7

Income before provision for income taxesÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 21.5 62.6

Provision for income taxes ÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 8.7 23.9

Net incomeÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏÏ 12.8% 38.7%
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Revenue

Total revenue increased 20.5% in the Ñrst quarter of 2001 to $76.3 million from $63.3 million in the Ñrst
quarter of 2000. The growth in total revenue in the Ñrst quarter of 2001 versus the Ñrst quarter of 2000
occurred in both Enterprise solutions and Developer solutions product groups. Revenue from the sale of
authenticators increased approximately 25% for the Ñrst quarter of 2001 versus the same period of 2000, and
accounted for 43% of total revenue for the quarter ended March 31, 2001. Revenue from software products
increased approximately 3% in the Ñrst quarter of 2001 versus the same period of 2000, and accounted for 39%
of total revenue. Services revenue increased 63% in the Ñrst quarter of 2001 versus the same period of 2000,
and accounted for 18% of total revenue, primarily due to increased maintenance revenue from increased sale
of products. Revenue from the sale of authentication products accounted for 69%, revenue from the sale of
cryptography products accounted for 17% and revenue from public key infrastructure products accounted for
14% of total revenue for the three months ended March 31, 2001. We believe that the revenue increases are an
indication of the continuing increasing importance of e-security solutions to the online economy, and are also
in part due to our product line synergies which enable us to sell additional products to existing customers.

Sales to Enterprise solution customers increased 25.8% in the Ñrst quarter of 2001 over the Ñrst quarter of
2000 and accounted for approximately 94% of the increase in total revenue in the Ñrst quarter of 2001 over the
Ñrst quarter of 2000. We sold approximately 688,000 RSA SecurID authenticator units in the Ñrst quarter of
2001, which represents a 14% increase over the same period of 2000. The increase in number of units sold
along with a 3% increase in the average selling price contributed to the increased revenue from our RSA
SecurID authentication product line. Enterprise solution RSA Keon software revenue increased approxi-
mately 30% for the Ñrst three months of 2001 over the Ñrst three months of 2000. We believe that the revenue
generated from our authenticator product line continues to provide overall growth for us.

Sales to Developer customers increased 4.9% in the Ñrst quarter of 2001 over the Ñrst quarter of 2000 and
accounted for approximately 6% of the increase in total revenue in the Ñrst quarter of 2001 over the Ñrst
quarter of 2000. We believe that the increase in Developer revenue can be attributed to the continuing demand
for products that ensure the authenticity of transactions conducted online.

International revenue increased 35% in the Ñrst quarter of 2001 to $26.8 million from $19.8 million in the
Ñrst quarter of 2000, accounting for 35.1% of Ñrst quarter of 2001 total revenue. Revenue increased in all
international markets, with the most substantial growth in Europe and the Asia PaciÑc region. We believe
international revenue will continue to increase as our presence in international markets gets stronger and the
demand for our products matures.

Gross ProÑt

Our total gross proÑt increased 11.0% in the Ñrst quarter of 2001 to $56.0 million from $50.5 million in
the Ñrst quarter of 2000. The gross proÑt from sales of products was 79.1% for the Ñrst quarter of 2001 versus
85.1% for the Ñrst quarter of 2000. The decrease in gross proÑt from sales of products in the Ñrst quarter of
2001 as compared to the Ñrst quarter of 2000 can be primarily attributed to the one time write oÅ of prepaid
royalties of $5.2 million during the Ñrst quarter of 2001. These prepaid royalties were expensed to cost of
product revenue when it was determined that they may not have future realizable value as a result of our
acquisition of Xcert International, Inc. (""Xcert'') in February 2001. The gross proÑt on services was 47.3% for
the Ñrst quarter of 2001, which includes costs associated with the operations of Xcert, versus 44.1% for the
same period of 2000. The increase in gross proÑt from services in 2001 can primarily be attributed to increased
maintenance revenue due to increased sales of products.

Research and Development

Research and development expenses increased 23.1% in the Ñrst quarter of 2001 to $13.5 million from
$10.9 million in the Ñrst quarter of 2000. Approximately $1.0 million of the increase in research and
development expenses during the Ñrst quarter of 2001 as compared to the Ñrst quarter of 2000 was from the
addition of costs associated with the operations of Xcert. Approximately $1.6 million of the increase in
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research and development expenses resulted from increased payroll expenses associated with the employment
of additional staÅ.

Marketing and Selling

Marketing and selling expenses increased 39.7% in the Ñrst quarter of 2001 to $30.7 million from
$22.0 million in the Ñrst quarter of 2000. Approximately $7.3 million of the increase in marketing and selling
expenses during the Ñrst quarter of 2001 as compared to the same period of 2000 was from increased payroll
and overhead costs associated with the employment of additional staÅ, approximately $0.4 million of the
increase was from the addition of costs associated with the operations of Xcert and approximately $1.0 million
of the increase was from increased spending on marketing programs.

General and Administrative

General and administrative expenses increased 21.9% in the Ñrst quarter of 2001 to $9.8 million from
$8.0 million in the Ñrst quarter of 2000. Approximately $0.8 million of the increase in general and
administration expenses during the Ñrst quarter of 2001 was from increased payroll and overhead costs
associated with the employment of additional staÅ, including the addition of costs associated with the
operations of Xcert, and approximately $1.4 million of the increase was from increased expenses relating to
our RSA Capital segment. These increases were oÅset by a decrease of $0.4 million for professional fees.

Acquisition

In February 2001 we acquired Xcert International, Inc., a company that develops and delivers digital
certiÑcate-based products for securing e-business transactions, for $63.8 million in cash plus the assumption of
all Xcert stock options. In connection with this acquisition, and included in the condensed consolidated
statement of income for the three months ended March 31, 2001, we incurred certain non-core operations one-
time expenses including the write oÅ of approximately $5.2 million of prepaid license fees which is included in
cost of product revenue, stock option compensation expense of $0.8 million which is included in cost of service
revenue, research and development, marketing and selling and general and administrative expenses, and
purchased research and development of $2.6 million, and amortization of goodwill and intangible assets of
$1.3 million.

Restructuring

In 1999, we commenced and substantially completed consolidation of certain operations in an attempt to
achieve operational eÇciency. We recorded costs of $11.4 million, consisting primarily of severance costs for
employees who were employed primarily in research and development and general and administrative
activities for the formerly separate operations of Intrusion Detection Inc., and facility exit costs and other
direct costs. Facility exit costs consist primarily of estimated shortfalls of sublease rental income compared to
minimum lease payments due under a lease agreement. During the third quarter of 2000, we reversed
$2.1 million of previously recorded restructuring costs due to revised estimates of the facility exit costs,
including associated legal costs and other direct costs. Remaining costs of approximately $0.3 million were
accrued and unpaid at March 31, 2001 and consisted of facility exit costs.

Interest Income

Interest income increased 40.5% in the Ñrst quarter of 2001 to $4.5 million from $3.2 million in the Ñrst
quarter of 2000. Approximately $0.5 million of this increase was from the recognition of non cash interest
income on our 99% interest in Crosby Finance, LLC. The remainder of the increase is primarily due to interest
earned on higher average cash and marketable securities balances.

Income from Investing Activities

Until November 27, 2000 our shares of VeriSign, Inc. (""VeriSign'') common stock were covered by put
and call options held by independent third parties, which entitled the holders to buy shares and us to sell
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shares of VeriSign common stock on certain dates at speciÑed prices. On November 27, 2000, we exercised
our right to terminate the put and call options on our shares of VeriSign common stock. Also on November 27,
2000 we entered into three forward contracts and one variable delivery forward contract (the ""Derivative
Instruments'') with respect to the remaining shares of VeriSign common stock. We then contributed the
remaining shares of VeriSign common stock to Crosby Finance, LLC (the ""LLC''), of which we are a 99%
member. At the same time, we entered into an agreement with the LLC and the counterparty to the
Derivative Instruments, pursuant to which all of our rights and obligations in the Derivative Instruments were
assumed by the LLC. The LLC is a bankruptcy-remote qualiÑed special purpose entity, established to
securitize the VeriSign shares, and accordingly, we do not consolidate the LLC for accounting purposes. We
are accounting for our interest in the LLC in accordance with EITF No. 96-12, ""Recognition of Interest
Income and Balance Sheet ClassiÑcation of Structured Notes'' and accordingly, recognized $0.5 million of
interest income during the Ñrst quarter of 2001. At March 31, 2001 and December 31, 2000 our 99% interest
in the LLC was $58.8 million and $76.0 million, respectively, and has been recorded as a held to maturity
security and included in investments in the condensed consolidated balance sheets.

For the Ñrst quarter of 2001, income from investing activities was $13.8 million, which represents the gain
recognized from the settlement of one of the forward contracts held by the LLC. Income from investing
activities was $27.0 million for the Ñrst quarter of 2000 which arose from the sale of VeriSign common stock
under the then existing put and call program.

Provision for Income Taxes

The provision for income taxes decreased to $6.6 million during the Ñrst quarter of 2001 from
$15.1 million in the Ñrst quarter of 2000, primarily due to lower pre-tax income. Our eÅective tax rate
increased to 40.3% for the Ñrst quarter of 2001 from 38.1% for the Ñrst quarter of 2000, primarily due to the
eÅect of state taxes on investment income.

Liquidity and Capital Resources

We had $251.7 million in cash and cash equivalents at March 31, 2001, consisting primarily of short-term
investments in U.S Government treasuries and agencies with maturities of less than 90 days. This represents a
decrease of $50.2 million in cash and cash equivalents during the three months ended March 31, 2001. The
major elements of the decrease in cash for the Ñrst three months of 2001 includes $68.8 million of cash used to
purchase Xcert, $20.4 million of cash used to repurchase our common stock, $5.0 million of cash used to
purchase an equity investment and $5.0 million of cash used to purchase property and equipment. These uses
of cash were oÅset by cash from operations of $9.3 million and cash from sales and purchases of marketable
securities and proceeds from the LLC interest of $21.7 million, primarily from the settlement of a forward
contract held by the LLC, and cash provided from the proceeds of employee exercises and purchases under
our stock option and employee stock purchase plans of $17.5 million.

We anticipate that we will continue to make expenditures to repurchase our common stock. To facilitate
our repurchase plan, we have entered into forward purchase contracts and sold put options with respect to
3.75 million shares of our common stock, which generated cash proceeds of $2.0 million during the three
months ended March 31, 2001. These contracts will allow us to purchase shares through the third quarter of
2002 at an average purchase cost of $37.98 per share. Upon maturity of the forward equity contracts in May
2001, we chose to settle the contracts by repurchasing 1.5 million shares of our common stock for
$65.0 million.

We expect to receive net cash proceeds of $17.8 million in both the second and third quarters of 2001,
upon maturity of the two remaining forward contracts that are held by the LLC.

At March 31, 2001, we had an available unused line of credit agreement with a major Ñnancial
institution. The line of credit provides for up to $10.0 million in borrowing at either Ñxed or variable rates
linked to either the London Interbank OÅered Rate or the Prime Rate, until June 30, 2001, subject to annual
extension provisions.
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Our plans for future uses of cash may include additional investments in preferred and common stock of
other companies, additional acquisitions of other entities or technologies, and additional purchases of property
and equipment.

We believe that cash generated from operating activities will be suÇcient to fund our working capital
requirements through at least the next twelve months. We anticipate that current cash on hand, cash from sale
of marketable securities and the cash generated from the exercise of employee options and employee stock
purchase plans, will be adequate to fund our planned capital and Ñnancing expenditures for at least the next
twelve months.

Certain Factors That May AÅect Future Results

Our quarterly operating results may vary signiÑcantly from quarter to quarter depending on a number of
factors, including, among other factors:

‚ the size, timing and shipment of individual orders for our products;

‚ customers deferring their orders in anticipation of new products;

‚ changes in our operating expenses;

‚ the timing of the introduction or enhancement of our products and our competitors' products;

‚ market acceptance of new products;

‚ changes in the mix of products sold;

‚ foreign currency exchange rates;

‚ changes in product pricing, including changes in competitors' pricing policies;

‚ development of our direct and indirect distribution channels;

‚ integration of any future acquisitions;

‚ the timing of personnel departures and new hires and the rate at which new personnel become
productive; and

‚ general economic conditions.

We may not be able to grow or sustain our proÑtability from quarter to quarter. Because our operating
expenses are based on anticipated revenue levels and a high percentage of our expenses are Ñxed, a small
variation in when revenue is recognized or recognizable can cause signiÑcant variations in operating results
from quarter to quarter. In addition, some market analysts and economists have recently predicted that the
U.S. economy is weakening. Such a general economic slowdown could have serious consequences for our
business and operating results. For example, an economic slowdown may cause some technology companies
that might otherwise buy our products to go out of business or to have insuÇcient capital to buy our products.

Our stock price has been volatile and is likely to remain volatile. During 2000, our stock price ranged
from a per share high of $62.04 to a low of $23.50, as adjusted to reÖect the three-for-two stock split, payable
in the form of a stock dividend on our common stock, eÅected in March 2001. At the close of the market on
April 19, 2001, our stock price was $33.20. Our public announcements, our competitors' public announce-
ments, litigation developments, our ability to meet the expectations of brokerage Ñrms, industry analysts and
investors with respect to our operating and Ñnancial results, and the volatility of the stock market in general
may contribute to this volatility.

Demand for our products depends highly on the continued growth of the market for e-security solutions,
and this market is at an early stage of development. Demand for our products depends on, among other things:

‚ the continued evolution of electronic commerce as a viable means of conducting business;

‚ the ability of network infrastructures to support an increasing number of users and services;
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‚ the public's perception of the need for secure electronic commerce and communications over both
wired and wireless computer networks;

‚ market acceptance and use of public and private key cryptography, digital signatures and digital
certiÑcates in communication and commerce;

‚ the perceived quality, price, availability and interoperability of our products over our competitors'
products;

‚ the pace of technological change, both in the development and use of computer networks generally and
in the hardware and software environments in which our products operate, and our ability to keep up
with these changes; and

‚ general economic conditions.

The strength of our cryptographic and other e-security technologies is constantly being tested by
computer professionals, academics and ""hackers.'' Any signiÑcant advance in the techniques for attacking
cryptographic systems could make some or all of our products obsolete or unmarketable. In addition, our RSA
SecurID authenticators contain a proprietary algorithm and a unique ""seed record'' that is required for the
authentication process. From time to time, we have learned of attempts by third parties to reverse engineer our
product to Ñnd vulnerabilities or to deduce the seed record. If a third party successfully ""hacks'' any of our
security technology, then we may need to dedicate engineering and other resources to eliminate the discovered
vulnerabilities, and our business and results of operations could be adversely impacted.

The market for e-security products is rapidly evolving. E-security technology is constantly changing as we
and our competitors introduce new products and retire old ones and as customer requirements quickly develop
and change. In addition, the industry and government standards for e-commerce and network security
continue to evolve. Our future success will depend in part upon our ability to enhance our existing products
and to introduce new, competitively priced products with features that meet changing customer requirements,
all in a timely and cost-eÅective manner. A number of factors, including the following, could have a negative
impact on the success of our products:

‚ quality, reliability or security failure problems, which could result in returns, delays in collecting
accounts receivable, unexpected service or warranty expenses, reduced orders and a decline in our
competitive position;

‚ delays or diÇculties in product development;

‚ undetected software errors or bugs in the Ñnal products shipped to our customers, which could cause
market acceptance of our products to be lost or delayed, recalls of hardware products incorporating the
software or loss of data;

‚ our competitors' introduction of their new products ahead of our new products, or their introduction of
superior or cheaper products;

‚ the market's failure to accept new technologies, including digital certiÑcate and public and private key
management technologies;

‚ our failure to include features in our products that our customers or U.S. or foreign government
regulators may require;

‚ our failure to anticipate changes in customers' requirements; and

‚ the implementation of industry or government standards that are inconsistent with the technology
embodied in our products.

We may need to purchase or license technology from third parties in order to introduce new products or
enhance our existing products. We may not be able to Ñnd businesses that have the technology we need and, if
we Ñnd such businesses, may not be able to purchase or license the technology on commercially favorable
terms or at all.
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Transactions for some of our products, especially our PKI products, often involve large expenditures by
our customers. Some of our customers may also need to invest substantial resources and modify their
computer network infrastructures to take advantage of our products. Therefore, the sales cycles for these
transactions are often lengthy and unpredictable, and the long nature of the sales cycles may impact our
quarterly results of operations.

A component of our business strategy is to seek to buy businesses, products and technologies that
complement or augment our existing businesses, products and technologies. Acquisitions are diÇcult to
identify and complete for a number of reasons, including the cost of potential transactions, competition among
prospective buyers and the need for regulatory approvals. Furthermore, in order to Ñnance a potential
acquisition, we may need to raise additional funds by selling our stock or borrowing money. Even if we do
complete any given acquisition, the integration of the business and operations of the acquiree into our business
and operations is a complex, time consuming and expensive process. An acquisition may disrupt ongoing
operations, divert our management from day-to-day business, impair our relationships with our employees,
customers and strategic partners and adversely impact our results of operations.

Our market is highly competitive, and some of our current and potential competitors have signiÑcantly
greater Ñnancial, marketing and technical resources than we do. As a result, they may be able to leverage an
installed customer base, adapt more quickly to new technologies and changes in customer requirements, or
devote greater resources to the promotion and sale of their products than we can. We may not have suÇcient
resources to make the necessary investments in research and development and sales and marketing in order to
maintain our competitive position, and we may not be able to make the technological advances necessary to
maintain our competitive position.

One of our business strategies is to enter into strategic marketing alliances or other similar collaborative
relationships in order to reach a larger customer base than we could reach alone through our direct sales and
marketing eÅorts. In addition, we need to create relationships with third parties, including some of our
competitors, to ensure that our products will interoperate with the third parties' products. We also license
some of the technology contained in our products from third parties. However, we may not be able to Ñnd
appropriate strategic partners or may not be able to enter into potential relationships on commercially
favorable terms or at all. Furthermore, the relationships we do enter into may not be successful.

International sales accounted for more than 30% of our revenue in each of the years ended December 31,
1998, 1999 and 2000 and for the three months ended March 31, 2001. We intend to expand our international
operations and international sales and marketing activities, and this expansion requires signiÑcant manage-
ment attention and resources. In addition, there are certain risks inherent in doing business internationally,
including:

‚ foreign regulatory requirements;

‚ legal uncertainty regarding liability;

‚ export and import restrictions on cryptographic technology and products incorporating that technology;

‚ diÇculties and delays in establishing international distribution channels;

‚ diÇculties in collecting international accounts receivable;

‚ Öuctuations in currency exchange rates;

‚ potentially adverse tax consequences, including restrictions on the repatriation of earnings;

‚ the burdens of complying with a wide variety of foreign laws;

‚ tariÅs and other trade barriers;

‚ diÇculties in enforcement of intellectual property rights; and

‚ political instability.
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If we fail to protect our rights in our proprietary technology, competitors may use our technology, which
could weaken our competitive position, reduce our revenue and increase our costs. We rely on a combination
of patent, trade secret, copyright and trademark laws, software licenses, nondisclosure agreements and
technical measures to protect our proprietary technology. However, despite our eÅorts to protect our
proprietary rights, unauthorized third parties may nonetheless succeed at:

‚ copying aspects of our products,

‚ obtaining and using information that we regard as proprietary, or

‚ infringing upon our patents and other proprietary rights.

We rely on patents to protect our proprietary rights in our technology, but it is possible that any patent
that we or our licensors hold might be invalidated, circumvented, challenged or terminated. It is also possible
that patent examiners might reject the claims described in our pending or future patent applications. In
addition, the laws of some countries in which our products are now, or may in the future be, developed or sold
may not protect our products and intellectual property rights to the same extent as the laws of the United
States. Our inability to adequately protect our intellectual property could have a signiÑcant negative eÅect on
our Ñnancial condition and results of operations.

Our issued U.S. patents expire at various dates ranging from 2005 to 2018. When each of our patents
expires, competitors may develop and sell products based on the same or similar technologies as those covered
by the expired patent, which could result in lower prices, reduced margins or the failure of our products to
achieve or maintain market acceptance.

From time to time, we have been involved in disputes with third parties who allege that our products may
infringe the intellectual property rights held by the third parties. Any litigation carries a number of signiÑcant
risks, including:

‚ litigation is often very expensive, even if it is resolved in our favor;

‚ litigation diverts the attention of management and other resources; and

‚ if a court or other government agency rules against us in any intellectual property litigation, we might
be required to:

P discontinue the use of certain processes,

P cease the manufacture, use and sale of infringing products,

P expend signiÑcant resources to develop non-infringing technology,

P obtain licenses to the infringing technology, or

P pay signiÑcant monetary damages.

Our success depends on our ability to attract, motivate and retain highly skilled technical, managerial,
sales and marketing personnel. In some areas of the United States and in some foreign countries, the demand
for these kinds of employees exceeds the supply, and many Ñrms are competing for the few employees with the
skills we need. We believe that our compensation plans are competitive, but we may not be able to hire and
retain the employees we need. In addition, we do not have employment agreements with most of our key
employees and do not maintain key person life insurance for any of our key employees.

Some of our equity investments in other businesses and in RSA Ventures I, L.P., our venture capital
fund, may constitute investment securities under the Investment Company Act of 1940. A company may be
deemed to be an investment company if it owns investment securities with a value exceeding 40% of its total
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assets. If we were deemed to be an investment company, we would become subject to the requirements of the
Investment Company Act, which could have a number of serious consequences, including:

‚ we would be prohibited from engaging in business or issuing our securities as we have in the past;

‚ we might be subject to civil and criminal penalties for failure to comply with the Investment Company
Act;

‚ some of our contracts might be voidable; and

‚ a court-appointed receiver could take control of RSA Security and liquidate our business.

Although our investment securities currently comprise less than 40% of our total assets, Öuctuations in
the value of these securities or of our other assets could cause us to exceed this limit. Unless an exclusion from
or safe harbor under the Investment Company Act were available to us or we obtained exemptive relief from
the SEC, we would have to attempt to reduce our investment securities as a percentage of our total assets,
either by selling some or all of our investment securities or by acquiring non-investment security assets. If we
attempt to sell our investment security assets, we may be forced to do so at reduced prices and incur losses or
we may incur tax liabilities as a result of the sales, and there is no assurance that we could Ñnd a suitable
buyer. If we attempt to buy non-investment security assets, we may not be able to identify or acquire suitable
assets on commercially favorable terms or at all.

The value of our business may Öuctuate because the value of some of our assets Öuctuates. A portion of
our assets includes the equity securities of both publicly traded and non-publicly traded companies. The
market price and valuations of the securities we hold may Öuctuate due to market conditions and other
conditions over which we have no control, and these Öuctuations may result in Öuctuations of the market price
of our common stock and may reduce the amount of working capital available to us. In addition, the securities
of the private companies in which we invest are generally illiquid, and if these private companies never achieve
a liquidity event, such as a public oÅering or an acquisition, then we may never realize a gain on our
investment or even recoup the cost of our investment.

Item 3. Quantitative and Qualitative Disclosures About Market Risk

We are exposed to a variety of risks, including changes in the market value of our investments, our
common stock and foreign exchange rates. Market Öuctuations could impact our results of operations and
Ñnancial condition. In the normal course of business, we employ established policies and procedures to
manage these risks.

We generally purchase our marketable securities investments in high credit quality instruments, primarily
U.S. Treasury and government agency obligations, commercial paper, tax-exempt municipal obligations and
money market investments with contractual maturities of two years or less. We do not expect any material loss
from our marketable securities investments and therefore believe that our potential interest rate exposure is
not material. We routinely evaluate the realizable value of these investments using qualitative and quantitative
factors including discounted cash Öow analysis and liquidation value assessments.

Marketable securities are recorded on the balance sheet at fair value with unrealized gains and losses
recorded in the other comprehensive income section of stockholders' equity. The values recorded for publicly
traded companies are subject to market price volatility. A 20% decrease in the fair value of our marketable
securities at March 31, 2001 would not have a material eÅect on our Ñnancial position, results of operations or
cash Öows.

We also make equity investments approved by our Board of Directors. These investments are either not
publicly traded or are publicly traded but we are currently restricted from selling our shares. These
investments are recorded as long term investments on the balance sheet and are carried at cost, as long as our
ownership interest is below 20%. We monitor these investments for impairment and make appropriate
reductions in carrying values when necessary or mark the investment to fair value and reclass them to
marketable securities when appropriate.
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At March 31, 2001 Crosby Finance, LLC, of which we are a 99% member, held shares of VeriSign
common stock, two forward contracts and a variable delivery forward contract (""Derivative Instruments'').
We expect to receive cash proceeds of $17.8 million and net pre tax gains of approximately $13.8 million in the
second and third quarter of 2001 from the settlement of the forward contracts held by the LLC. The variable
delivery forward contract held by the LLC will settle in January 2006, and during the period outstanding,
could cause us to recognize a loss if the underlying value of the equity securities becomes impaired. The
Derivative Instruments provide protection against a portion of the market risk associated with the securities in
exchange for our foregoing a portion of the potential price appreciation of the securities. We routinely assess
the realizable value of our interest in the LLC and do not expect any material loss from our interest in the
LLC.

We have entered into equity instrument contracts indexed to our common stock including put options and
forward purchase contracts. These equity instruments are designed to facilitate the repurchase of our common
stock in order to minimize the eÅects of employee stock options and employee stock purchase plan exercises
on the dilution of earnings per share. If there is a signiÑcant decrease in the market value of our common
stock, we could be required to settle the contracts and this could have a dilutive eÅect on our earnings per
share or eÅect our cash Öows. These contracts will not have an impact on our results of operations.

In the Ñrst quarter of 2001 we entered into forward foreign currency contracts in order to hedge the
foreign currency market exposure associated with certain forecasted transactions. We do not hold these
contracts for purposes other than risk management. All contracts have been entered into with a major Ñnancial
institution. The risk associated with these transactions is the cost of replacing these contracts at current
market rates, in the event of default by the counterparty. We believe the risk of incurring such losses is remote.

Our direct sales to our customers in countries outside of the United States are primarily denominated in
the local currency. Our sales through indirect distribution channels are generally denominated in U.S. dollars.
Between the time customers are invoiced in local currency until collection occurs we are exposed to foreign
exchange rate Öuctuations. This exposure is oÅset by our use of local currency for operating expenses incurred
in those countries. Fluctuations in currency exchange rates could aÅect the proÑtability and cash Öows in U.S.
dollars of our products sold in international markets; however, we believe that our potential foreign currency
exchange rate exposure is not material.

The foregoing risk management discussion and the eÅects thereof are forward-looking statements. Actual
results in the future may diÅer materially from these projected results due to actual developments in global
Ñnancial markets. The analytical methods we use to assess and mitigate risks discussed above should not be
considered projections of future events or losses.
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PART II. OTHER INFORMATION

Item 1. Legal Proceedings

On or about December 11, 1998, a purported class action was Ñled in the United States District Court for
the District of Massachusetts on behalf of all purchasers of our common stock during the period from and
including September 30, 1997 through July 15, 1998: Fitzer v. Security Dynamics Technologies, Inc., Charles
R. Stuckey, Jr., D. James Bidzos, Arthur W. Coviello, Jr., John Adams, Marian G. O'Leary and Linda B.
Saris, Civil Action No. 98-CV-12496-WGY. The plaintiÅs subsequently dismissed without prejudice the
claims against Ms. Saris. The plaintiÅs asserted that the defendants misled the investing public concerning
demand for our products, the strengths of our technologies, and certain trends in our business and sought
unspeciÑed damages, interest, costs and fees of their attorneys, accountants and experts. On September 28,
2000, the United States District Court granted the defendants' motion to dismiss, and entered a judgment
dismissing the plaintiÅs' claims with prejudice. On October 18, 2000, the plaintiÅs Ñled in the District Court a
notice of appeal from the judgment. After the notice of appeal was Ñled, the defendants made a motion to the
District Court to modify the judgment of dismissal, and to add certain material to the record on appeal. The
District Court denied the defendants' motion, and defendants' appeal from the denial of the motion has been
consolidated with the plaintiÅs' appeal. The parties have agreed to settle the case, subject to court approval,
and we believe that the settlement will not have a material adverse eÅect on our continuing operations or
consolidated Ñnancial position.

On or about May 20, 1999, Kenneth P. Weiss, the founder and a former director, oÇcer and employee of
RSA Security, Ñled a demand for arbitration alleging that (a) we constructively terminated Mr. Weiss in
May 1996 in violation of his Employment Agreement with RSA Security, and (b) we breached our
obligations under Mr. Weiss' Employment Agreement by refusing to release certain assignments of patents.
Mr. Weiss subsequently amended his complaint to remove the constructive termination claim. Mr. Weiss
sought unspeciÑed damages, interest, costs and fees of his attorneys and experts, as well as the return of his
rights in certain patents he created and assigned to RSA Security in the course of his employment. Hearings
in the proceeding took place over ten days in the fall and winter of 2000. On February 26, 2001, the arbitration
panel entered an order denying all of Mr. Weiss's remaining claims.

On or about June 15, 2000, David Moran, a stockholder of RSA Security, Ñled a shareholder derivative
action in the Court of Chancery of New Castle County in the State of Delaware on behalf of himself and all
others similarly situated v. Charles R. Stuckey, Jr., D. James Bidzos, Richard L. Earnest, Dr. Taher Elgamal,
James K. Sims, Joseph B. Lassiter, III, Arthur W. Coviello, Jr., Robert P. Badavas, VeriSign, Inc. and RSA
Security Inc., f/k/a Security Dynamics Technologies, Inc., Civil Action No. 18107NC. Mr. Moran asserts
that our Board of Directors breached its Ñduciary duty to RSA Security by failing to obtain certain
international patents, by failing to enforce the terms of certain agreements with VeriSign, Inc., and by
appointing Mr. Stuckey as President of RSA Investments. Mr. Moran seeks unspeciÑed damages, interest,
costs and fees of his attorneys, accountants and experts, as well as injunctive relief.

On or about August 16, 2000, James V. Biglan, a stockholder of RSA Security, Ñled a shareholder
derivative action in the Court of Chancery of New Castle County in the State of Delaware derivatively on
behalf of RSA Security v. Charles R. Stuckey, Jr., D. James Bidzos, Richard L. Earnest, Dr. Taher Elgamal,
James K. Sims, Robert P. Badavas, Joseph B. Lassiter, III, Arthur W. Coviello, Jr., VeriSign, Inc. and RSA
Security Inc., f/k/a Security Dynamics Technologies, Inc., Civil Action No. 18190NC. Mr. Biglan asserts
that our Board of Directors breached its Ñduciary duty to RSA Security by failing to obtain certain
international patents, by failing to enforce the terms of certain agreements with VeriSign, Inc., by permitting
the violation of federal securities laws by RSA Security and certain insiders, and by appointing Mr. Stuckey as
President of RSA Investments. Mr. Biglan seeks unspeciÑed damages, interest, costs and fees of his attorneys,
accountants and experts, as well as injunctive relief.

On or about September 29, 2000, the Court of Chancery of New Castle County in the State of Delaware
consolidated Mr. Moran's and Mr. Biglan's cases. The parties have agreed to settle these cases, subject to
court approval, and we believe that the settlement will not have a material adverse eÅect on our continuing
operations or consolidated Ñnancial position.
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On or about February 2, 2001, Leon Stambler Ñled a complaint for patent infringement in U.S. District
Court for the District of Delaware against RSA Security, VeriSign, Inc., First Data Corporation, Openwave
Systems Inc., and Omnisky Corporation, Case Number 01-0065. In his complaint, Mr. Stambler alleges that
certain products marketed by each of the defendants infringe various patents that he owns, and he seeks
unspeciÑed damages as well as a preliminary and permanent injunction enjoining the defendants from
infringing the claims asserted. It is possible that those other defendants who are our licensees will seek
indemniÑcation from us for these claims pursuant to the licenses in eÅect between those defendants and us.
Although we believe that Mr. Stambler's claims are without merit and we intend to defend the lawsuit
vigorously, we cannot predict the ultimate outcome of this matter; however, we believe that the disposition of
this matter will not have a material adverse eÅect on our continuing operations or consolidated Ñnancial
position.

From time to time, we have been named as a defendant in other legal actions arising from our normal
business activities, which we believe will not have a material adverse eÅect on us or our business.

Item 2. Changes in Securities and Use of Proceeds

We have an active stock repurchase program. One element of this program is the sale of put options. On
various dates between February 24, 2000 and March 12, 2001, we sold an aggregate of 2.25 million put options
with respect to our common stock to a major Ñnancial institution and received aggregate proceeds of
$19.7 million in connection with these sales. Each put option entitles the holder to sell to us by physical
delivery, cash delivery or net-share settlement, at our option, one share of our common stock at a speciÑed
price. The put options outstanding at March 31, 2001 have strike prices ranging from $27.75 to $40.85 and
expire on various dates through August 2002. In March 2001, we purchased 375,000 shares of our common
stock for $13.9 million in cash through the settlement of one of our put option contracts.

In addition, we have entered into forward purchase contracts, with respect to 1.5 million shares of our
common stock, with a major Ñnancial institution, which expire during the second quarter of 2001 with
quarterly reset dates through the expiration date. At each reset date, if the market price of our common stock
is greater than the forward purchase price, then the Ñnancial institution will pay the diÅerence to us in cash or
shares of our common stock at our option. If the market price of our common stock on such reset date is lower
than the forward purchase price, then we are not obligated to settle the net diÅerential. At the end of the
contract if the market price of our common stock is lower than the forward purchase price, we will have to
settle by paying the diÅerence to the Ñnancial institution in cash or shares of our common stock.

All of the above transactions were exempt from registration under Section 4(2) of the Securities Act of
1933, as amended. Each transaction was privately negotiated, and each purchaser of options was an accredited
investor and qualiÑed institutional buyer. We made no public oÅering or public solicitation in the placement of
these securities.

Item 6. Exhibits and Reports on Form 8-K

(a) Exhibits

See the Exhibit Index attached to this Report.

(b) Reports on Form 8-K:

On February 6, 2001, we Ñled a Current Report on Form 8-K, dated February 1, 2001, reporting (1) the
execution of an Agreement and Plan of Merger with one of our wholly owned subsidiaries and Xcert, and
(2) the declaration of a three-for-two stock split of the outstanding shares of our common stock to be eÅected
in the form of a 50% common stock dividend.

On February 27, 2001, we Ñled a Current Report on Form 8-K, dated February 12, 2001, reporting the
completion of our acquisition of Xcert.
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SIGNATURE

Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this
report to be signed on its behalf by the undersigned thereunto duly authorized.

RSA SECURITY INC.

By: /s/ JOHN F. KENNEDY

John F. Kennedy

Senior Vice President, Finance and Operations,

and Chief Financial OÇcer and Treasurer

(Principal Financial and Accounting OÇcer)

Dated: May 14, 2001
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EXHIBIT INDEX

Item Description

10.1 1994 Director Stock Option Plan, as amended.

10.2 1994 Employee Stock Purchase Plan, as amended.

10.3 Amended and Restated 1998 Non-OÇcer Employee Stock Incentive Plan, as amended.

10.4 Limited Partnership Agreement, dated as of April 10, 2001, of RSA Partners I, L.P.

10.5 Limited Partnership Agreement, dated as of April 10, 2001, of RSA Ventures I, L.P.
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